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UNI TED STATES TAX COURT

KENNETH C. RATHBUN, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 14383-03, 14384-03, Filed July 12, 2005.
14385-03, 14387-03,
14391- 03.

Ps seek adm nistrative costs for expenses incurred in
adm ni strative proceedings with R regarding the 1993 taxabl e
year. Ps contend that a letter issued by R in Decenber of
1995 constitutes a notice of the decision of the Internal
Revenue Service Ofice of Appeals and R s position in the
adm ni strative proceedi ngs as provided by sec.
7430(c)(7)(B), I.R C

Held: The letter issued by Rin Decenber of 1995 is
not a notice of the decision of the Internal Revenue Service

1Cases of the following petitioners are consolidated

herewith: Doreen M and Marc R Fretwel |, docket No. 14384-03;
Charles E. and 3 adythe M Rat hbun, docket No. 14385-03; Linda J.
and Arlen R Johnson, docket No. 14387-03; and Jana B. Rat hbun-
Hanl ey, docket No. 14391-03.
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O fice of Appeals. Consequently, Ps are not entitled
to recover adm nistrative costs because they are not
prevailing parties under sec. 7430(c)(4), |I.RC

Nicole M Chicoine, Darrell D. Hallett, and Cori E

Fl anders- Pal ner, for petitioners.

Gregory M Hahn, for respondent.

OPI NI ON

NI MS, Judge: This matter is before the Court on petitions
for admnistrative costs filed pursuant to Rule 271 and section
7430(f)(2). Both sides have filed notions for summary judgnent
under Rule 121. The issue for consideration is whether
petitioners are entitled to reasonable costs for expenses
incurred in admnistrative proceedings wwth the Internal Revenue
Service (IRS) regarding their 1993 gift tax liabilities. Unless
otherwi se indicated, all Rule references are to the Tax Court
Rul es of Practice and Procedure, and all section references are
to the Internal Revenue Code as anended.

Backgr ound

Petitioners Charles Rathbun (Charles) and his spouse,
d adyt he Rat hbun (d adythe), are the parents of petitioners Linda
Johnson, Kenneth Rat hbun, Jana Rat hbun-Hanl ey, and Marc Fretwel |
(collectively referred to herein as the Rathbun children).

Charl es, d adythe, and the Rathbun children are partners in the
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Mssion Famly Limted Partnership (limted partnership). Al
petitioners resided in the State of Washington at the tine the
petitions were filed.

On January 9, 1993, Charles purchased a winning ticket in
t he Washington State lottery. The winning ticket entitled the
owner to $15 mllion payable in equal installnments of $750, 000
over 20 years. Respondent ultinmately agreed that Charles
purchased the ticket on behalf of an informal famly partnership.
See discussion infra p. 7.

On January 11, 1993, petitioners retained attorney Ronald
Braley (M. Braley) and forned the limted partnership to
col l ect, manage, and distribute the proceeds of the lottery
W nni ngs. The partnership agreenent specifies that Charles and
A adyt he are each 1 percent general partners in the limted
partnership. The remaining 98 percent is owned by the limted

partners as foll ows:

Par t ner Per cent age ownership
Charl es Rat hbun 15. 68
d adyt he Rat hbun 15. 67
Li nda Johnson 13. 33
Kennet h Rat hbun 13. 33
Jana Rat hbun- Hanl ey 13. 33
Marc Fretwel | 13. 33
Brian Fretwel |I? 13. 33

' Brian Fretwell’s petition was resolved separately in
docket No. 14386-03.
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On January 25, 1995, respondent issued individual notices of
proposed deficiency (1995 30-day letters) to Charles and
d adythe. Respondent alleged that the couple, as a “marital
community”, were the true owners of the winning lottery ticket
and that capitalizing the limted partnership with the right to
collect the prize constituted a taxable gift to the Rathbun
chi | dren.

On March 24, 1995, M. Braley filed a witten protest to
respondent’s 1995 30-day letters. M. Braley challenged
respondent’ s assertion that the ticket was owned by the marital
community and maintai ned that Charles purchased the ticket on
behal f of an informal famly partnership. M. Braley clainmd no
taxable gifts were nmade because petitioners had a “conmon
under standi ng” that the prize would be shared by the entire
famly in the event one of themheld a winning ticket. According
to M. Braley, petitioners created the limted partnership to
merely formalize the relationship between the famly nenbers and
to satisfy various requirenents of the Washington State Lottery
Conmi ssi on.

The Rat hbuns’ protest was assigned to I RS Appeals Oficer
Fred Rawl ey (AO Rawl ey). AO Rawl ey disagreed with M. Braley’'s
argunents and was prepared to i ssue notices of deficiency to

Charles and d adythe for the alleged 1993 gift tax liability. In
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Novenmber of 1995, AO Rawl ey sent the proposed notices of
deficiency to respondent’s District Counsel for review because he
vi ewed the issue involved as a “novel one”.

On Decenber 13, 1995, respondent’s District Counsel advised
agai nst issuing the proposed notices of deficiency and
recommended that the cases be returned to respondent’s
Exam nation Division for further factual devel opnment.

On Decenber 26, 1995, AO Rawl ey sent a Form 3100, Appeals
Di vi si on Feedback Report and Transmttal Menorandum to the
District Director in which the Appeals Ofice rel eased
jurisdiction over the Rathbuns’ cases. The formincluded the
foll ow ng expl anati on:

We were unable to resolve these two cases, and were
prepared to i ssue Notices of Deficiency based on the

exam ner’ s recommendation * * *,  However, at our request

Counsel reviewed the proposed notices; and they have

strongly recommended that additional devel opnment be done by

the Exam nation Division prior to issuance * * *. W are
now concl udi ng our consideration and releasing jurisdiction
of these two cases so that the recommended devel opnent
activity may be considered. W trust that you will take
what ever action you consi der appropriate, including the

i ssuance of Notices of Deficiency at such tinme as you

consi der proper.

On the same day, Decenber 26, 1995, M. Raw ey sent a letter
(Decenber 1995 letter) to the Rathbuns’ attorney that stated:

Dear M. Braley:

We have conpl eted our consideration of the two
cases captioned above; and we are sorry that we were
unable to reach a nutually satisfactory resolution. W

have returned the cases to the District Director for
what ever action he deens appropri ate.
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Thank you for your cooperation; and if you have
any further questions please contact ne * * *,

Si ncerely,
Fred R Raw ey
Appeal s Ofi cer

On April 6, 1996, respondent served summonses on Charles and
A adythe with respect to their 1993 gift tax liability. Shortly
thereafter, the couple retained attorney Larry Johnson (M.
Johnson) to represent themw th respect to respondent’s
exam nation. On Decenber 5, 1996, respondent’s exam ner proposed
an alternative theory conceding that the Rathbun children, along
with their parents, were nenbers of an informal partnership on
January 11, 1993, but that the children “gifted” a portion of
their interests in the lottery wnnings to Charles and d adyt he
upon creation of the limted partnership. Faced with
respondent’s new argunent, the Rathbun children also retained M.
Johnson in February of 1997.

On Septenber 8, 1999, respondent issued additional 30-day
letters to Charles and d adythe that mrrored the argunent
outlined in the 1995 30-day letters. On the sane day, respondent
i ssued individual 30-day letters to the Rathbun children that
advanced the alternative theory.

On Novenber 10, 1999, M. Johnson filed a witten protest to

the 30-day letters, and the case was reassigned to respondent’s
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Appeal s Ofice. Respondent and petitioners eventually reached a
settlement in Septenber of 2000. The parties agreed that (1)
Charl es purchased the winning lottery ticket on behalf of an

i nformal general partnership including his wfe and children, and
(2) the transfer of the collection rights to the limted
partnership, under the ternms of the partnership agreenent,
reduced the partnership interests of each of the Rathbun children
from 14.29 percent to 13.33 percent. Consequently, the Rathbun
children in 1993 each made a gift valued at $250,000 to their
parents, but no gift tax was owed because of the avail able

uni fied credit under section 2505.

On Decenber 8, 2000, petitioners submtted requests to
respondent for adm nistrative costs under section 7430. Linda
Johnson and Marc Fretwell filed joint requests with their
spouses, Arlen Johnson and Dorene Fretwell. On May 27, 2003,
respondent sent separate letters to petitioners denying their
clainms for admnistrative costs. The respective petitions in the
underlying case were filed on August 28, 2003. The cases were
t hen consolidated under Rule 141(a) on January 18, 2005.

Di scussi on

Standard for Summary Judgnent

Rul e 121(a) allows a party to nove “for a summary
adj udication in the noving party’ s favor upon all or any part of

the legal issues in controversy.” Rule 121(b) provides that a
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deci sion on such a notion shall be rendered “if the pleadings,
answers to interrogatories, depositions, adm ssions, and any
ot her acceptable materials, together with the affidavits, if any,
show that there is no genuine issue as to any material fact and
that a decision may be rendered as a matter of law.” See

Sundstrand Corp. v. Conm ssioner, 98 T.C 518, 520 (1992), affd.

17 F.3d 965 (7th Gir. 1994).

1. Section 7430

Section 7430 provides for the award of admnistrative costs
in any adm nistrative proceedi ng which is brought by or agai nst
the United States in connection with the determ nation,
collection, or refund of any tax, interest, or penalty pursuant
to the Internal Revenue Code. An award of adm nistrative costs
may be nade where the taxpayer: (1) Is the “prevailing party”;
(2) did not unreasonably protract the adm nistrative proceedi ngs;
(3) filed an application for adm nistrative costs before the 91st
day after the date on which the final decision of the IRS was
made; and (4) clainmed reasonabl e adm ni strative costs. Sec.
7430(a), (b)(3) and (4). Qur focus is on whether petitioners
were prevailing parties in their admnistrative proceedings with
the I RS

To be a prevailing party, the taxpayer nust substantially
prevail with respect to either the anmobunt in controversy or with

respect to the nost significant issue or set of issues presented,
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and, at the tine the petition is filed, satisfy certain net worth
requi renents. Sec. 7430(c)(4)(A). Section 7430(c)(4)(B)

however, provides that a taxpayer shall not be treated as a
prevailing party if the United States establishes that the
position of the United States in the proceeding was substantially
justified. Section 7430(c)(7)(B) states that the term “position
of the United States” nmeans the position taken by the United
States in an adm nistrative proceeding as of the earlier of (1)
the date of the receipt by the taxpayer of the notice of the
decision of the IRS Ofice of Appeals, or (2) the date of the
notice of deficiency. Respondent is not considered as having
taken any position in an admnistrative proceeding prior to the

i ssuance of an Appeals Ofice decision or a notice of deficiency.

See, e.g., R chardson v. Comm ssioner, T.C Menp. 1991-427.

Taxpayers must, anong ot her things, receive either a notice of
decision fromthe Appeals Ofice or a notice of deficiency to
qualify as prevailing parties in an adm nistrative proceedi ng

under section 7430(c)(4). Fla. Country dubs, Inc. v.

Comm ssi oner, 404 F.3d 1291 (11th Gr. 2005), affg. 122 T.C. 73

(2004) .

Petitioners never received a notice of deficiency from
respondent so we turn to the neaning of a notice of the decision
of the Appeals Ofice. A notice of decision, for purposes of

section 7430, is “the final witten docunent, mailed or delivered
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to the taxpayer, that is signed by an individual in the Ofice of
Appeal s who has been del egated the authority to settle the
di spute on behalf of the Conmm ssioner, and states or indicates
that the notice is the final determ nation of the entire case.”
Sec. 301.7430-3(c)(2), Proced. & Adm n. Regs. (the regulation
al so treats a notice of claimdisallowance issued by the Ofice
of Appeals as a notice of decision, but this relates to clains
for refund, which is not our situation).

A 30-day letter does not constitute a position of the United
States, and a proposed notice of deficiency, circulated within
the RS and not sent to taxpayers, is not a notice of deficiency

for purposes of section 7430(c)(7)(B)(ii). Fla. Country d ubs,

I nc. v. Conm Ssi oner, supra.

[11. Contentions of the Parties

Respondent contends that petitioners are not “prevailing
parties” for purposes of section 7430(c)(4) and cannot recover
adm ni strative costs because the Appeals Ofice never took a
position through a notice of decision.

Petitioners naintain that the Decenber 1995 letter sent by
AO Rawl ey was an Appeals O fice notice of decision. Petitioners
specifically assert that the Decenber 1995 |letter was the final
determ nation of the entire case because the docunent indicated
that the Appeals Ofice had conpleted its consideration and

returned the cases to the District Director.
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We disagree with petitioners’ interpretation of the Decenber
1995 letter. Petitioners m stakenly equate an eval uation of the
i ssues in controversy and rel ease of jurisdiction wwth a final
determ nation. The letter’s content does not point to a final
determ nation as required by section 301.7430-3(c)(2), Proced. &
Adm n. Regs. The letter nerely served to notify petitioners that
AO Raw ey had finished his consideration and that respondent’s
District Director would take further action. Mreover, in
Decenber of 1995, respondent had yet to even include the Rathbun
children in his exam nation. Since respondent failed to reach a
final determ nation, the cases were returned to the Appeal s
Ofice follow ng issuance of additional 30-day letters.

For this reason, we conclude that the Decenber 1995 letter
was not an I RS Appeals Ofice notice of decision. In |ight of
our conclusion that petitioners never received a notice of
decision, it is unnecessary for us to discuss whether petitioners
substantially prevailed in their adm nistrative proceedi ngs.

| V. Concl usi on

Respondent did not take a position in petitioners’ cases
because the Decenber 1995 letter was not an Appeals Ofice notice
of decision. @ven that respondent never took a position for
pur poses of section 7430(c)(4), petitioners are not “prevailing
parties” entitled to adm nistrative costs under section 7430, and

we so hol d.
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We have considered all the contentions and argunents of the
parties that are not discussed herein, and we find themto be
w thout merit, irrelevant, or noot.
To reflect the foregoing,

Appropriate orders and

decisions will be entered for

r espondent.



